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______________________________________________________________________


QUESTION 1:

In DRA-PZS1-11(c), SoCalGas was asked to identify which projects in those resource plans were actually implemented and describe how much of the utility’s resource plans actually materialized in terms of costs being incurred.  In Response to DRA-PZS1-11(a), SoCalGas states that the Commission-approved marginal costs approach was “not a true reflection of marginal costs but a hybrid approach using some aspects of LRMC, embedded costs and social ratemaking.”  Please specifically identify each aspect of the hybrid approach referred to by SoCalGas in the statement that it believes is in the Commission-approved marginal cost approach.
RESPONSE 1:
The following are examples of elements of the current Commission LRMC pricing policy that are inconsistent with theoretically correct LRMC allocation methods:

1) The Commission adopted the new customer only method of allocating costs instead of the rental method. This is actually neither an LRMC nor an embedded cost approach but an arbitrary construct designed to reduce cost allocation to residential customers.
2) The Commission adopted the 1-in-35 Peak Day Marginal Demand Measure instead of peak hour in allocating medium pressure distribution costs. This is not consistent with marginal cost theory or cost causality and is merely designed to reduce cost allocation to the core. It is therefore a social ratemaking method of allocating costs.

3) The Commission adopted the replacement cost adder methodology even though the Real Economic Carrying Cost (RECC) for each type of utility investment already includes depreciation in its costs calculation thereby increasing the cost of transmission costs which results in arbitrarily shifting costs to non-core customers that are mainly served off of the transmission system. This is another example of social ratemaking. 
4) The use of resource plans for transmission and storage that are based on 15-year projections of demand growth and investment costs that may never be undertaken and using those theoretical resource plans to set current rates. This is another example of modifying LRMC to shift cost to non-core customers and is therefore an example of social ratemaking.
5) The scaling of revenues up or down depending the under collection or over collection of revenues based on the hybrid cost allocation methodology results in greatly fluctuating scaling. Currently the scaling is up by 195% and in our current LRMC case the scaling is down by 20% a swing of 215% over a 10 year period. This methodology results in rate instability which sends inappropriate price signals to customers as to the cost to provide service over time. 

QUESTION 2:

In Response PZS1-11(b), SoCalGas states that its 15-year transmission and storage resource plans for the BCAP are different from its resource plans used for budgeting purposes.  Please clarify whether this means that SoCalGas has two different sets of resource plans for transmission and storage.  If so, please explain the difference between the two sets of resource plans, including the purpose of each resource plan and any other aspects of the plans that would be similar or different.

RESPONSE 2:

To further clarify Response PZS1-11(b) and Response PZS5-3, resource plans prepared for BCAP applications are done so for LRMC ratemaking purposes, and identify improvements based solely on the 15 year demand forecast.  In D.06-09-039, the Commission provided several tools for SoCalGas and SDG&E to use in determining the need to expand its transmission system: the long-term demand forecast, customer commitments, and capacity open seasons.  The budgeting process uses all of these tools to determine whether or not an improvement is actually warranted.

Timing also factors into differences between the LRMC resource plans and improvements approved in the budgeting process.  Budgeting is a near-term process that accommodates changes in customer demand or commitments that occur in between updates to the long-term 15 year forecast.  A demonstrated lack of demand may delay an improvement identified in the LRMC resource plan, while a new customer commitment or changing market conditions may result in new improvements to be installed that were not contemplated in the LRMC resource plan at all.

Finally, the budgeting process also takes into consideration capital improvements necessary to maintain or modernize existing facilities.  These projects would never be identified in an LRMC resource plan since their need is not the result of a long-term demand forecast.

QUESTION 3:

In Response PZS1-11 (c), SoCalGas states that it expanded the receipt capacity of its transmission system in 2001 and 2002, although these expansions were not identified in the 1999 BCAP application.

(a) Please clarify whether these expansions were unforeseen and unplanned for at the time the 1999 BCAP application was in development, and hence, not included in the BCAP filing.  If so, please briefly explain the reason that suddenly called for undertaking these expansions, including any relationship to the energy crisis of 2000-2001.

(b) Please describe how the costs of these expansions are currently recovered and state whether such cost recovery is on the basis of the LRMC methodology.

(c) If not based on LRMC, please state how it impacts SoCalGas’ adopted LRMC rate in the 1999 BCAP.

(d) Please state whether there were any transmission and storage projects identified in the 1999 BCAP application that were never implemented.  If so, please list them including the corresponding capacity for those projects.

(e) Please briefly explain why they were identified in the resource plan but never implemented.

RESPONSE 3:
(a) The receipt capacity expansions performed in 2001 and 2002 were unforeseen at the time the 1999 BCAP application was in development, and were implemented as a result of the California Energy Crisis of 2000-2001.  

(b) Transmission investment is included in SoCalGas’ rate base as approved by the Commission in a General Rate Case or Cost of Service proceeding.  In these proceedings, we establish the authorized rate base and associated annual revenue requirement.  The LRMC study is only used to allocate costs between the customer classes.  There is no direct correlation between actual transmission investment and the LRMC methodology for allocating costs to different customer classes. 


(c) See response to (b)


(d) A storage project to expand withdrawal capacity by 200 MMcfd was identified in the 1999 BCAP application but not implemented.  There were no such projects identified but not implemented for transmission or for the other storage products.


(e) The market did not demand the withdrawal expansion identified.
QUESTION 4:
In Response PZS1-13, SoCalGas states that “It is not theoretically correct or practical to use forecasts of demand and costs 15 years into the future to set current rates.  In a fully competitive market…prices are set at current marginal costs not estimated marginal costs 15 years out in the future.”  Please clarify whether the SoCalGas statement refers to the use of short run marginal costs (SRMC) rather than LRMC to set current rates.  If not, please explain what “current marginal costs” mean in the statement.  Please also explain whether the statement implies that SoCalGas has preference for an SRMC approach over the Commission-approved LRMC and explain your response.

RESPONSE 4:
SoCalGas /SDG&E support the use of a theoretically correct LRMC over SRMC for pricing utility services as defined below.

In a competitive market, prices are set based on short run marginal costs in order to give customers the right price signal to use a product or service efficiently. When short run marginal costs are above average costs the producer, in a free market, would charge customers the short run marginal cost of using that additional product or service; but, since the utility is regulated and only allowed to recover its average costs, utility rates have to be scaled down to average cost. This scaling is currently done across all functional areas; i.e., transmission, storage, distribution, etc., instead of the individual functional areas; for example, transmission only, if we are looking at the marginal cost of expanding transmission. This preserves some of the price signal aspect of indicating to customers that the marginal transmission expansion is expensive and thereby is at least partially reflected in rates.  That said,  when a perfectly competitive market is “in long run equilibrium”, short run marginal cost is equal to long run marginal cost, which is equal to average cost, which is equal to price and therefore the economically efficient price is then based on LRMC which is equal to LR average cost. 

When we use a theoretical 15-year resource plan to set current rates and base those rates on the probabilistic incremental demand and probabilistic incremental investment 15 years into the future the resulting current rates can then be much higher than the LRMC per unit of output  in long-term equilibrium, if the investments are not fully utilized. This point is clearly made by Professor Thayer Watkins of San Jose’ State University in his article on marginal cost pricing:

“Although the marginal cost pricing principle is (sic) valid principle of economic welfare analysis there are some problems involved with its application. First there is the problem of how to precisely define the relevant marginal cost. This involves the question of long run versus short run marginal cost. There is also the matter of externalities referred above. There is the matter of indivisibilities and the question of how many production units there should be. This problem is illustrated below. 

Consider the cost function of an airline (total cost versus passengers carried between two points). There is a small increase in cost for each additional passenger and a big discontinuous increase when an additional plane has to be put into service. An incorrect interpretation of the marginal cost-pricing rule would suggest that for economic efficiency the passengers should be charged the enormous cost of putting another plane into service. The correct interpretation of marginal cost pricing principle is that for economic efficiency the passengers should be charged the average cost per passenger of another planeload of passengers. (Emphasis added.)

As is demonstrated elsewhere, the relevant marginal cost for economic efficiency is the minimum average cost of the marginal plant (production unit) rather than the intra-plant marginal cost. When the market price is equal to this quantity it is equivalent to the condition that the marginal plant is earning no economic rent.” Source: www.sjsu.edu/faculty/watkins/mcpricing.htm
In this example, we only have to substitute an additional unit of gas for another passenger and substitute a major pipeline expansion for an additional plane to get the correct result: “The correct interpretation of marginal cost pricing principle is that for economic efficiency the customers should be charged the average cost per unit of throughput of another fully utilized pipeline expansion.

The use of LRMC for lumpy investments, such as major pipeline or storage expansions, should therefore be based on the LR average cost which is equal to the cost of LR marginal cost in equilibrium.  

In order to approximate this long run equilibrium price at a point in time where the utility plant has theoretically expanded to the point where long run marginal costs are equal to short run marginal costs, we do this by calculating the Real Economic Carrying Charge (RECC) over the life of the investment. The RECC includes the cost of capital, depreciation and taxes that the utility will incur to make this investment and charge customers the real dollar cost of providing that service over time.  

Short run marginal cost should be used to decide to discontinue service when revenues no longer cover out of pocket costs or to expand service when incremental revenues cover incremental costs when holding investment constant. 

QUESTION 5:
In Response PZS2-1(a), SoCalGas defines the term “marginal” cost as referring to the cost to provide service for the next customer or an additional therm of throughput for demand related costs.  Does this definition then mean that the marginal customer cost to provide service for the next customer refers to the cost for new customers and to the corresponding number of new customers only? Please explain your response.

RESPONSE 5:

No. This means that all customers should be charged the cost of providing service to an additional customer or the cost of serving an additional unit of throughput. In a competitive market, the market price for a product is based on the marginal cost of producing one additional unit of output. That price clears the market where all units produced are sold and the cost of the marginal unit of output equals the consumer value of purchasing that marginal unit of output. The rental method, using the RECC of providing service reflects the theoretically correct LRMC of providing service to an additional customer or an additional unit of throughput. 
QUESTION 6:
In Question PZS2-1(b), SoCalGas was asked to explain whether the understatement of costs occurs because only new customers rather than all customers (both existing and new) are multiplied against the full cost per customer to hook up or because the annualized cost is not multiplied against all customers.  In Response PZS2-1(b), SoCalGas states that “The understatement occurs because the NCO cost reflects the total capital cost for a little over 1% of the total Residential customers.  As a result, a significant portion of the customer-related costs end up as part of scaling.”  Please clarify your response by answering consistent with the terms of the original question PZS2-1(b) posed by DRA.
RESPONSE 6:

As explained in Question 5 above, in a perfectly competitive market, which the Commission is trying to simulate with LRMC pricing, there is only one efficient market clearing price for all units sold or customers served, that is the price where LRMC equals SRMC equals LRAC equals price. That conforms to the economic efficiency principle that the cost of producing the last unit of output sets the market price for all units sold because that is where social welfare is maximized. 
Under the rental method, we would use the annualized cost multiplied against all customers, which is consistent with the principle discussed in Question 6.  Whereas, NCO uses a total capital cost times the number of new customers.  By only using the number of new customers, which is typically 1-2% of the total class, you underestimate the costs for the class.
QUESTION 7:
On page 7 lines 9-10 of Ms. Smith’s testimony, SoCalGas states “Marginal customer-related capital costs have been developed using the rental method, which reflects the annualized capital cost of new hookups.”  Please state whether the rental method as used by SoCalGas necessarily assumes that all customers are renters of equipment from SoCalGas without any choice to purchase their own set of new customer hook up equipment.  If so, please state whether in SoCalGas’ opinion, it would be realistic to assume that all customers are renters of equipment.  If not, please explain why the rental approach would make more sense than assuming that new customers could also purchase their own equipment.

RESPONSE 7:

It does not matter whether a customer is a renter or an owner. The LRMC to each is the same and the rent charged to a renter of a house is equal to the cost that owners incur by not renting their house out and using it themselves. This is the opportunity cost principle of economics. In other words, if I own a house free and clear of any debts and use it for myself, it costs me the rent that I could have charged a renter if I had rented the house out.
QUESTION 8:
On page 4 lines 16-21, SoCalGas states “Through its use of Real Economic Carrying Charge (RECC) factors for annualizing the costs of plant investment for each function, the LRMC methodology already contains depreciation charges that account for the plant investment that is “used up,” causing the need for eventual replacement.  Because these replacement costs have already been accounted for, adding in a separate and explicit adjustment for distribution replacement costs double-counts these costs.”  In Response PZS2-2(c), SoCalGas states that the RECC factor already contains depreciation charges that account for plant investment that refers to both existing plant and new plant.  Please clarify whether you mean that depreciation charges represent the return of plant investment to the utilities’ shareholders (as opposed to return on plant investment) that is at the same time also intended to serve as the provision for replacement cost to maintain the reliability of the system.

RESPONSE 8:

The cost of capital includes a return on investment which is reflected by the rate of return on equity and cost of long-term debt and the return of capital which is recovered through the rate of depreciation. Utility investors must be compensated for their investment by a rate of return on their investment just like an investor earns an interest rate payment from the bank when they deposit money in their bank account. When investors withdraw their money from their bank account they have a return of their investment. Similarly when shareholders invest money in the utility they are allowed an authorized rate of return on their investment and allowed to recover their initial investment over the useful life of that investment in the form of depreciation. The shareholder must also pay interest to bondholders and repay the long-term debt financing that was incurred through the issuing of long-term utility bonds when the bonds have expired. Customers pay for the return on and return of capital costs through the RECC.
QUESTION 9:
In Response PZS2-21, SoCalGas provided a list of backbone transmission system capacity improvements made by SoCalGas since 1992.  Please identify which ones in the list were included in previous transmission resource plans submitted in connection with BCAP applications (and identify that BCAP application) and which ones were not previously included in such SoCalGas BCAP applications submitted but were implemented by the utility anyway.  Please indicate the corresponding transmission capacity addition from each project on the list, if applicable.

RESPONSE 9:

Responses to this question pertain to resource plans filed since 1990.  SoCalGas was unable to research any resource plans filed prior to this date.

The Wheeler Ridge Compressor Station and Line 225 Upgrade projects identified in Response PZS2-21b were not included in previous transmission resource plans.  Both projects established the Wheeler Ridge receipt point, resulting in a receipt capacity of 680 MMcfd.

The Line 6900-Phase II & III and Line 6900 Phase IV projects identified in Response PZS2-21b were included in A.93-09-006, A.96-03-031, and A.98-10-012, and resulted in capacity gains of 70 MMcfd and 55 MMcfd, respectively.

The Sylmar Compressor Station, North Needles Compression Addition, and Wheeler Ridge Capacity Enhancement projects identified in Response PZS2-21b were not included in previous transmission resource plans.  These projects increased the receipt capacity by 40 MMcfd, 50 MMcfd, and 85 MMcfd, respectively.

The Line 6905 (Kramer Junction) project identified in Response PZS2-21b was included in A.01-09-024 as an exemplary expansion, and resulted in an additional 500 MMcfd of interconnection capacity.

The Chino & Prado Crossover Improvements project identified in Response PZS2-21b was not included in a previous transmission resource plan.  This project increased the capacity to deliver supply to the southern system at the Chino and Prado crossovers by up to 400 MMcfd at each station.
QUESTION 10:
In Response PZS3-1, SoCalGas states that “if an economically efficient LRMC-based cost allocation methodology based on cost causality were used to allocate costs among customer classes, then the different customer classes would receive the proper price signals to use gas service efficiently.  The utility could then design its system more optimally and thereby reduce total utility costs which could then translate into lower costs and rates to customers overall.”  Does this statement mean that we should look at costs and rates to customers overall in the past years (i.e., since 1993 that LRMC-based natural gas rates have been in effect) to find out whether the LRMC –based cost allocation have translated into lower costs and rates to customers overall? Please explain your response.

RESPONSE 10:

It is impossible to determine with any precision how costs and rates would have been affected over the years had the Commission correctly used LRMC to allocate costs and thereby set rates.  One example, however, of how the Commission's departure from LRMC has likely affected costs and rates directionally is with respect to medium pressure distribution costs.  Medium pressure distribution costs are allocated in rates based on a Marginal Demand Measure of customer class throughput on a 1-in-35 year peak day. However, the medium pressure gas distribution system is based on meeting peak hour demand on a 1-in-35 year peak day. This has resulted in less cost being allocated to residential customers and core vs. non-core customers served off of the medium pressure distribution system in general. Therefore, core rates are lower and non-core rates higher due to this mismatch of cost causality and rates. Core customers would use less gas if rates were based on the correct cost allocation based on cost causality. Therefore, the current gas distribution system is over build because customers use more gas than is optimal if rates were based on costs incurred by the utility to provide service.
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